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Notice to Recipients
of This Exposure Draft

The Governmental Accounting Standards Board is responsible for developing
standards of state and local governmental accounting and financial reporting
that will (a) result in useful information for users of financial reports and (b) guide
and educate the public, including issuers, auditors, and users of those financial
reports.

The due process procedures that we follow before issuing our standards are
designed to encourage broad public participation in the standards-setting proc-
ess. As part of that due process, in February 2003 we issued an Exposure Draft,
Accounting and Financial Reporting by Employers for Postemployment Benefits
Other Than Pensions, setting forth proposed standards of accounting and finan-
cial reporting, the proposed effective date and method of transition, background
information, and an explanation of the basis for the Board’s conclusions. Sub-
sequently, we have carefully considered written and oral comments received
from constituents regarding those proposals. That process has resulted in a
number of proposed revisions that we believe will improve the final standards.

The most significant proposed revision is to eliminate the proposal to exempt
employers from measuring and reporting an implicit rate subsidy as an other
postemployment benefit (OPEB) in certain circumstances. The February 2003
Exposure Draft defined an implicit rate subsidy as the difference between a pre-
mium rate charged to retirees for a benefit and the estimated rate that would be
applicable to those retirees if that benefit was acquired for them as a separate
group—that is, a rate that would reflect retirees’ generally higher claims costs. In
that Exposure Draft, we proposed that an implicit rate subsidy to retirees result-
ing from their participation in a healthcare plan covering both active employees
and retirees would not be required to be accounted for as OPEB, if the employer
did not additionally contribute to the cost of the retirees’ benefits in an explicit
form.

After considering numerous respondent comments received on this issue, we
have concluded that the benefits from improved reliability and usefulness of re-
ported financial information about the potentially significant OPEB costs and ob-
ligations associated with implicit rate subsidies would exceed the cost of produc-
ing the information required by this revised proposal. Accordingly, we have
decided not to go forward with the proposed exemption. As a result, this pro-
posed Statement generally would require that the projection of retiree benefits
be based on claims costs for retirees or on age-adjusted premiums approximat-
ing claims costs.



Because the change discussed in the preceding paragraphs would extend the
applicability of the accrual-basis accounting and financial reporting require-
ments of the proposed Statement to additional governments, we are issuing this
revised Exposure Draft to provide an additional opportunity for comments on
this matter.

Issue: Implicit rate subsidies. The Board has decided not to go forward with
the proposed exemption from accounting for an implicit rate subsidy to
retirees for healthcare benefits as OPEB, if an employer does not make
any additional explicit contribution for those benefits. This revised Expo-
sure Draft generally would require all employer contributions, explicit or
implicit, to be accounted for as OPEB on an accrual basis. It generally
would require that the projection of benefits be based on retiree claims
costs, or on age-adjusted premiums approximating claims costs. The
use of unadjusted premiums would be permitted in cases where an em-
ployer participates in a community-rated plan, to the extent also permit-
ted by Actuarial Standards of Practice.

In addition, employers that use the alternative measurement method
would be required to age-adjust premiums when only blended premiums
covering active employees and retirees are known. A simplified proce-
dure would be provided for that purpose.

Do you agree with these proposed changes? Why or why not? (See
paragraph 13a(2), Exhibit 4 of paragraph 36, and paragraphs 55–60,
101–102, 185, and 195–204 of this revised Exposure Draft for discus-
sion of this issue, including the basis for the Board’s conclusions and the
alternative view.)

We invite your comments on the changes discussed in the preceding para-
graphs. To facilitate an effective analysis of comment letters, it would be most
helpful if you explain the reasons for your views, including reasons you agree or
disagree with the proposed changes, and alternatives that you believe we
should consider.

Responses in regard to this revised Exposure Draft will be distributed to the
Board and to staff members assigned to this project and will be considered dur-
ing the Board’s deliberations leading to a final Statement. When we are satisfied
that all reasonable alternatives have adequately been considered, and modifi-
cations have been made when deemed appropriate, a vote will be taken on the
Statement. A majority vote is required for adoption.



Related Exposure Draft

In February 2003, the Board also issued a related Exposure Draft, Financial
Reporting for Postemployment Benefit Plans Other Than Pension Plans. The
Board has completed redeliberation of issues related to that Exposure Draft and
expects to issue a final Statement on plan reporting during the comment and
redeliberation period for this revised Exposure Draft on employer reporting.
The implicit rate subsidy issue, which is the subject of this reexposure, does not
affect the related Exposure Draft.

Other Changes

Other changes in this revised Exposure Draft, which also affect the related
Exposure Draft, are listed in Appendix G, “Summary of Changes to the February
2003 Exposure Draft.”





Summary

In addition to pensions, many state and local governmental employers pro-
vide other postemployment benefits (OPEB) as part of the total compensation
offered to attract and retain the services of qualified employees. OPEB includes
postemployment healthcare, as well as other forms of postemployment benefits
(for example, life insurance) when provided separately from a pension plan. This
proposed Statement would establish standards for the measurement, recogni-
tion, and display of OPEB expense/expenditures and related liabilities (assets),
note disclosures, and, if applicable, required supplementary information (RSI) in
the financial reports of state and local governmental employers.

The approach followed in this proposed Statement generally is consistent with
the approach adopted in Statement No. 27, Accounting for Pensions by State
and Local Governmental Employers, with modifications to reflect differences be-
tween pension benefits and OPEB. A related proposed Statement, Financial Re-
porting for Postemployment Benefit Plans Other Than Pension Plans (referred
to as the related Statement), issued in February 2003, addresses financial state-
ment and disclosure requirements for OPEB trust funds.

How This Proposed Statement Would Improve Financial Reporting

Postemployment benefits (OPEB as well as pensions) are part of an ex-
change of salaries and benefits for employee services rendered. Of the total
benefits offered by employers to attract and retain qualified employees, some
benefits, including salaries and active-employee healthcare, are taken while the
employees are in active service, whereas other benefits, including postemploy-
ment healthcare and other OPEB, are taken after the employees’ services have
ended. Nevertheless, both types of benefits constitute compensation for em-
ployee services.

From an accrual accounting perspective, the cost of OPEB, like the cost of
pension benefits, generally should be associated with the periods in which the
exchange occurs, rather than with the periods (often many years later) when
benefits are paid or provided. However, in current practice, most OPEB plans
are financed on a pay-as-you-go basis, and financial statements generally do
not report the financial effects of OPEB until the promised benefits are paid.As a
result, current financial reporting generally fails to:

• Recognize the cost of benefits in periods when the related services are re-
ceived by the employer

• Provide information about the actuarial accrued liabilities for promised ben-
efits associated with past services and whether and to what extent those ben-
efits have been funded



• Provide information useful in assessing potential demands on the employer’s
future cash flows.

This proposed Statement would improve the relevance and usefulness of fi-
nancial reporting by (a) requiring systematic, accrual-basis measurement and
recognition of OPEB cost (expense) over a period that approximates employ-
ees’ years of service and (b) providing information about actuarial accrued liabili-
ties associated with OPEB and whether and to what extent progress is being
made in funding the plan.

Summary of Proposed Standards

Measurement (the Parameters)

Employers that participate in single-employer or agent multiple-employer de-
fined benefit OPEB plans (sole and agent employers) would be required to
measure and disclose an amount for annual OPEB cost on the accrual basis of
accounting. Annual OPEB cost would be equal to the employer’s annual re-
quired contribution to the plan (ARC), with certain adjustments if the employer
has a net OPEB obligation for past under- or overcontributions.

The ARC would be defined as the employer’s required contributions for the
year, calculated in accordance with certain parameters, and would include
(a) the normal cost for the year and (b) a component for amortization of the total
unfunded actuarial accrued liabilities (or funding excess) of the plan over a pe-
riod not to exceed thirty years. The parameters would include requirements for
the frequency and timing of actuarial valuations as well as for the actuarial meth-
ods and assumptions that are acceptable for financial reporting. If the methods
and assumptions used in determining a plan’s funding requirements meet the
parameters, the same methods and assumptions would be required for financial
reporting by both a plan and its participating employer(s). However, if a plan’s
method of financing does not meet the parameters (for example, the plan is fi-
nanced on a pay-as-you-go basis), the parameters would apply, nevertheless,
for financial reporting purposes.

For financial reporting purposes, an actuarial valuation would be required at
least biennially for OPEB plans with a total membership (including employees in
active service, terminated employees who have accumulated benefits but are
not yet receiving them, and retired employees and beneficiaries currently receiv-
ing benefits) of 200 or more, or at least triennially for plans with a total member-
ship of fewer than 200. The projection of benefits would include all benefits cov-
ered by the current substantive plan (the plan as understood by the employer
and plan members) at the time of each valuation and would take into consider-
ation the pattern of sharing of benefit costs between the employer and plan



members to that point, as well as certain legal or contractual caps on benefits to
be provided. The parameters would require that the selection of actuarial as-
sumptions, including the healthcare cost trend rate for postemployment health-
care plans, be guided by applicable actuarial standards.

Alternative Measurement Method

Employers in single-employer OPEB plans with a total membership of fewer
than one hundred would have the option to apply a simplified alternative meas-
urement method instead of obtaining actuarial valuations. This alternative
method would include the same broad measurement steps as an actuarial valu-
ation (projecting future cash outlays for benefits, discounting projected benefits
to present value, and allocating the present value of benefits to periods using an
actuarial cost method). However, it would permit simplification of certain as-
sumptions to make the method potentially usable by nonspecialists.

Net OPEB Obligation—Measurement

Anet OPEB obligation would be defined as the cumulative difference between
annual OPEB cost and the employer’s contributions to a plan, including the
OPEB liability or asset at transition, if any. (Because retroactive application of
the measurement requirements of this proposed Statement would not be re-
quired, for most employers the OPEB liability at the beginning of the transition
year would be zero.) An employer with a net OPEB obligation would be required
to measure annual OPEB cost equal to (a) the ARC, (b) one year’s interest on
the net OPEB obligation, and (c) an adjustment to the ARC to offset the effect of
actuarial amortization of past under- or overcontributions.

Financial Statement Recognition and Disclosure

Sole and agent employers would recognize OPEB expense in an amount
equal to annual OPEB cost in government-wide financial statements and in the
financial statements of proprietary funds and fiduciary funds from which OPEB
contributions are made. OPEB expenditures would be recognized on a modified
accrual basis in governmental fund financial statements. Net OPEB obligations,
if any, including amounts associated with under- or overcontributions from gov-
ernmental funds, would be displayed as liabilities (or assets) in government-
wide financial statements. Similarly, net OPEB obligations associated with pro-
prietary or fiduciary funds from which contributions are made would be displayed
as liabilities (or assets) in the financial statements of those funds.



Employers would be required to disclose descriptive information about each
defined benefit OPEB plan in which they participate, including the funding policy
followed. In addition, sole and agent employers would be required to disclose
information about contributions made in comparison to annual OPEB cost,
changes in the net OPEB obligation, the funded status of each plan as of the
most recent actuarial valuation date, and the nature of the actuarial valuation
process and significant methods and assumptions used. Sole and agent em-
ployers also would be required to present as RSI a schedule of funding progress
for the most recent valuation and the two preceding valuations, accompanied by
notes regarding factors that significantly affect the identification of trends in the
amounts reported.

Cost-Sharing Employers

Employers participating in cost-sharing multiple-employer plans that are ad-
ministered as formal trusts, or as equivalent arrangements—in which employer
contributions to the plan are irrevocable, plan assets are dedicated to providing
benefits to retirees and their beneficiaries in accordance with the terms of the
plan, and plan assets are legally protected from creditors of the employers or
plan administrator—would report as cost-sharing employers. Employers partici-
pating in multiple-employer plans that do not meet those criteria instead would
be required to apply the requirements of this Statement that are applicable to
agent employers.

Cost-sharing employers would be required to recognize OPEB expense/
expenditures for their contractually required contributions to the plan on the ac-
crual or modified accrual basis, as applicable. Required disclosures would in-
clude identification of the way that the contractually required contribution rate is
determined (for example, by statute or contract or on an actuarially determined
basis). Employers participating in a cost-sharing plan would be required to
present as RSI schedules of funding progress and employer contributions for
the plan as a whole if a plan financial report, prepared in accordance with the
related Statement, is not issued and made publicly available and the plan is not
included in the financial report of a public employee retirement system or an-
other entity.

Other Guidance

Employers that participate in defined contribution OPEB plans would be re-
quired to recognize OPEB expense/expenditures for their required contributions
to the plan and a liability for unpaid required contributions on the accrual or modi-
fied accrual basis, as applicable.



This proposed Statement also includes guidance for employers that finance
OPEB as insured benefits (as defined by this Statement) and for special funding
situations.

Effective Dates and Transition

This proposed Statement would permit prospective implementation; that is,
employers would be permitted to set the beginning net OPEB obligation at zero
as of the beginning of the initial year. Implementation would occur in three
phases based on a government’s total annual revenues in the first fiscal year
ending after June 15, 1999. The definitions and cutoff points for that purpose
would be the same as those in Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Govern-
ments. This proposed Statement would be effective for periods beginning after
December 15, 2006, for phase 1 governments (those with total annual revenues
of $100 million or more); after December 15, 2007, for phase 2 governments
(those with total annual revenues of $10 million or more but less than $100 mil-
lion); and after December 15, 2008, for phase 3 governments (those with total
annual revenues of less than $10 million). Earlier implementation would be
encouraged.

Unless otherwise specified, pronouncements of the GASB apply to finan-
cial reports of all state and local governmental entities, including general
purpose governments; public benefit corporations and authorities; public
employee retirement systems; and public utilities, hospitals and other
healthcare providers, and colleges and universities. Paragraphs 4 and 6
discuss the applicability of this Statement.




